
Shell Oil Company 4B 
June 3, 1993 

CERTIFIED MAIL 
RETURN RECEIPT REOUESTEP 

Mr. Ronald S. Brown 
Appeals Assistant 
Appeals and Litigation Support Division 
Minerals Management Service (Mail Stop 9110) 
Parkway Atrium Building 
381 Elden Street 
iiernaon, Virginia 20070-4817 

SUBJECT: DOCKET NO. MMS-92-0366-0&G 
MC ELMO DOME UNIT 
MONTEZUMA COUNTY, COLORADO 

P.O. Boa 576 
Houston. Texas 77001 

Dear Mr. Brown: 

Shell Oil Company ("Shell"), on behalf of its subsidiary Shell 
Western E&P Inc. ("SWEPI") , hereby timely files its response to the 
Field Report from the State of Colorado, Department of Revenue, 
("Report"), which was received by Shell on May 18, 1993. 

The Report brands as untrue the statement by SWEPI that it is not 
trying to value all of SWEPI's in-kind deliveries to the Denver 
Unit at the J u l y  1, 1986 contract price. In so doing, the Report 
is focusing on semantics rather than on the position that SWEPI is 
taking in this appeal. SWEPI buys its proportionate share of the 
January 1, 1982 contract volumes pursuant to the terns of the 
c3ntract. With respect to its proportionate share of the volumes 
under the July 1, 1986 contract, SWEPI supplies such volumes in- 
kind. SWEPI believes that the volumes purchased under the 1982 
contract should be valued at the 1982 price, while the volumes 
supplied in-kind under the 1986 contract should be valued at the 
1986 price. The position taken in the Report is a distinction 
without a difference. The bottom line is that under both the 1982 
and 1986 contracts, a portion of the volumes supplied are for the 
account of SWEPI, and SWEPI does not consider it equitable to value 
the volumes under both contracts as though they were supplied 
solely under the 1982 contract. 

The Report contends that C02 prices did not deteriorate during the 
1982-1986 period as badly as SWEPI claims, and in support of such 
contention the Report analyzes five contracts entered into between 
1982 and 1986 which had a higher price than did the January 1, 1982 
contract. The - )< --Y - contract dated January 27, 1983, was to 
provide small volumes of CQ2 prior to the commencement of 
deliveries under the January 1, 1982 contract, which did not occur 
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until 1984, and the contract price is not comparable to a long term 
large volume supply contract. The other four contracts mentioned on 
page 6 of the Report all contained a "floor" in the pricing 
provision, which artificially maintained a high price even though 
the commodity price of C02 was rapidly decreasing. 

The Report also contends that for certain periods the July 1, 1986 
contract price was higher than the January 1, 1982 contract price. 
of the 46 months covered in Attachment I11 to the Report, in only 
9 months is the July 1986 contract price shown to be higher than 
the January 1982 contract price. And for a portion of those 9 
months, the "floor" in the 1986 contract kept the price higher than 
the 1982 contract price. During the period October 1986 - December 
1986, the actual calculated commodity price for C02 under the 1986 
contract was $ /X. ~ 7' /MCF, and during the period October 1988 - 
December 1988 the actual calculated commodity price for C02 was 
$ ,.. ~. ir /MCF. Due to the "floor" in the 1986 contract, the price 
paid was S X  - - f  /MC€ during both of these periods. 

This same situation also pertains to the Big Three contracts 
referred to on page 7 of the Report. The post 1987 contract 
contained a " f l o o r "  which kept the price higher than the pre 1988 
contract which had been negotiated in 1984 without a price "f loor" .  

The Report continues to take the position that the in-kind delivery 
contract was entered into prior to the July 1986 sales contract 
with the other working interest owners in the Denver Unit, and 
therefore the only proper price to value the in-kind deliveries was 
the January 1982 contract. Obviously, SWEPI did not agree to 
provide C02 to the Denver Unit at a lower price than it was 
receivinq f o r  its January 1982 contract in a vacuum. At the time 
that SEEPI entered into the March 1, 1986 in-kind contract, the 
J u l y  1, 1986 contract with the other Denver Unit working interest 
oxners was being finalized. There is no difference in the terms of 
the two contracts. The in-kind delivery contract and the sales 
contract are both the result of the negotiations between the Denver 
Unit working interest owners and SWEPI. SWEPI merely decided to 
supply its share of the C 0 2  under the newly negotiated contract as 
an in-kind delivery rather than buying such C02 under the sales 
contract, as it had done under the January 1982 contract. We do 
not think thaT snch decision should penalize SWEPI by requiring it 
to pay royalty on the basis of the January 1982 contract price, 
while all of the other Denver Unit working interest owners are 
entitled to use the 1986 contract price f o r  valuing royalty. 

SWEPI maintains that the 1986 contract price is comparable to other 
arm's length contracts entered into by SWEPI from the McElmo Dome 
source field during this time period, and that the value 
attributable to the volumes supplied by SWEPI for its own account 
should be valued on the basis of the 1986 contract and not on the 
basis of the 1982 contract. 
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With respect to the issue of the statute of limitations, SWEPI 
recognizes that the Assistant Secretary, Land and Mineral 
Management, Department of the Interior, has stated that an 
administrative appeal o f  a demand for  underpaid royalties is not 
the proper forum to address a defense claimed under 2 8  U.S.C. 
2415(a). Amoco Production ComDanv , MMS-89-0249-OCS (dated June 5, 
1992). However, a federal district court has recently held that a 
failure to raise a statute of limitations defense at the 
administrative level waives the right to assert such defense at the 
judicial level. Mesa ODera tina m- S v. Un’ted 
States DeDartment of th e In terioy, No. 92-C-843-E (N.D. Okla. 
October 16, 1992). 

SWEPI continues to assert that the MMS is precluded by 28 U . S . C .  
Section 2415(a) from claiming additional royalties f o r  the period 
prior to July 22, 1986. 

Very truly yours, 

- 

. .  

L3.rurcc G. e UL) 
William G. Riddoch 
Senior counsel 
On behalf of Shell Western E&P Inc. 

cc: Mr. F. David Loomis, Manager 
Mineral Audit Section 
Colorado Department of Revenue 
999 Eighteenth Street 
Suite 1025, North Tower 
Denver, CO 80202 

M r .  Erasmo Gonzales 
Area Manager 
Houston Area Compliance Office 
Minerals Management Service 
4141 N. Sam Houston Parkway, Suite 202 
Houston, TX 77032 



Slgned: June 25, 1994 

: HcElmo DM (Leadvi l le)  Un i t ,  
: M o n t e z w  and Dolores Counties, 
: Colorado: Bill No. 22924004 

MMS-92-0366-066 

Shell Western E & P Inc. : Appeal o f  Assessment o f  Add i t iona l  
: Royal t ies on In -k fnd  De l i ve r ies  o f  
: Carbon Dioxide Gas; S ta tu te  
: o f  L imi ta t ions  

Appellant : Appeal RuandwJ 

Statement o f  Facts 

Shell  O i l  Company's (Shel l )  subsidiary Shel l  Western E & P. Inc., 

(SUEPI) i s  the operator f o r  the several working i n t e r e s t  owners of the  IlcF\no 

Dome U n i t  and produces carbon dioxide (CO,] which i s  t ransported through the 

500 m i l o  Corter Pipe l lne  to  oil  f ields I n  west Texas f o r  use In enhanced o i l  

recovery projects.  SUEPI i s  a lso 'the operator f o r  the several working 

i n te res t  owners o f  the Denver Uni t ,  a purchiser o f  the Federal CO,. 

The record indicates tha t  dur ing por t ions  o f  the per lod  under review, 

there were 2 purchase contracts prescr ib ing pr ices,  and a supply cont rac t  

governing in -k ind  d e l i v e r i e s  o f  SUEPI'S share o f  CO, produced at the k E l m  

Unit f o r  use by the Denver Unit i n  Texas. 

The i n i t i a l  purchase contract  dated January 1, 1982, and executed 

between - X -+ --~- provided f o r  the sale o f  CO, t o  the 

Denver Unlt a t  p r ices  made subject t o  c e r t a i n  crude oil  adjustment and 

t r a n s p o r t a t i o n  provistons. SWEPI States t h a t  t h e  contract r e f l e c t e d  am's-  

length p r ices  and contained take-or-pay provls ions which requ i red  the  

purchaser t o  take or pay fo r  n l n i w m  contract  volumes. 
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The agrement was r e v i m d  n d  found by the Minerals Rnrgement 

Service’s (MNS) Royalty Valuation and Standards Div is ion (RVSD) t o  be the 

equivalent o f  an arm’s-length contract approved f o r  use as a basis for  the 

roya l ty  valuation of the COS production. 6y l r t t c r  dated September 10, 1984, 

RVSO stated that:  ‘MIS has dateminod that  the contract  between 

f - L, and -- -4 - dated January 1, 1982 i s  acceptable. Tho 

pr ic ing  terms contained i n  your contract t o  s e l l  CO, t o  the Denver Uni t  are 

acceptable t o  MMS f o r  establtshing a value f o r  roya l t y  purposes.‘ 

X- 3 

The record shows that next I n  time, a k r c h  1, 1986, in-kfnd del fvery  

contract was executed by SUEPI fov  fu \ f i l \ment  of csrtain supply obl igat ions 

t o  the Denver Uni t  by in-k ind de l l ver i rs .  

The second purchase contract dated July 1. 1986, between X-4 and the 

Denver U n l t  provides for the sale o f  CO, a t  prices lower than those negotiated 

f o r  the  January 1982 contract. 

in terest  owners wanted t o  l i m l t  CO, purchases t o  the m i n i m  take-or-pay 

volumes under the January 1, 1982, contract and t o  negotiate lower pr ices f o r  

any additional production. There i s  no ind fc r t lon  i n  the record that  the July 

1986 con t rac t  was reviewed or approved by RVSD as a basis f o r  paying roya l t ies  

on the Federal  CO, 

SYEPI states t h a t  the Denver Un i t  working 

SYEPI s t a t e s  that :  

-x - 5 found itself i n  a s i t u  ton o f  selling EO, t o  
x-  4 

In each instance 

t h e  Denver Unlt, o f  which - 
x -  9 

- -- <- Y + for the Denver 
Uni t  and hw lng  the other major working interest 
owners nogotlato an am’s lenoth contract wi th  X - q  

Y-? Th f s prxedure  
was found acceptable WIth respect t o  the January 1, 
1982 contract and we have no doubts tha t  had the 
Ju ly  1, 1986 contract also been subnitted f o r  acceptance 

I_ 

?-’ 
_- 
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Because the rppl lcable regulations a t  30 CFR 
206.152(b) 1) (1993) f o r  am's-length contracts and 30 
CFR 206.15 4 (c ) ( l )  (1993) f o r  non am's-length 
contracts each glve great r l g h t  t o  the gross proceeds 
received under arm's-length contracts. I t  Is p r o p r  t o  
determine whether the 1986 contract Is also arm's- 
length for theta purposes. Accordingly, the appeal 
wl th  r r tpeet  t o  the post Hrrch 1, 1988. period should 
a l t o  be n m a W  t o  Vu)  t o  detemlne the w thod  of 
valulng th+ Eo, delivered In-klnd t o  the Denver Unit. 

The Appellhnt's arguments w l th  respect t o  tho statute 
o f  l im l ta t lons  are without merit. 

Surnamed by the Assistant So l l c l to r ,  Energy and 
Rosou~es and Royalty knagPwnt  Program. 

Remand the matter i o  the Office of State and Tribal 
Program Support f o r  re fe r ra l  t o  VSD. 



- 
Signature the Associate Director 

Shell Yestern E & P Inc. 

W - 9 2  -03616 -0LC 

Assesswnt o f  Additional Royalties on In-kind- 
d d t v v r i v s  o f  Carbon Dloxtd. Sat; Statute  of 
Limitatiom 

SWEPI cntsrd into 2 contracts for salt of COz t o  the 
Denver Unit  in Texas o f  which I t  was also t h o  
operator. The f f r s t  dated January 1, 1982, between 
c__ x-Lf - was specif ical ly  
approved ys the ttquivalent o f  an ann's-length contract 
for use as a basis for the royalty value o f  t h e  
production. The State  o f  Colorado (State) contends 
t h a t  60 percent o f  the CO, i s  suppl Id t o  the Denver 
U n i t  under this contract. The second was executed 
July 1, 1886, ostensibly by the tam process as the 
1982 contract, bu t  provided lower prices and was not 
approved & RHP. T h i s  contract covers sollo 20 percent 
of the CO, supply  to  the unit. A thfrd contract for 
supply of- in-'kind deltveries was executed on 
March 1, 1986. 

BY l e t t e r  dated March 29,  1984, basad u on an audqt by 

J I m U n t  $908,631.35. SUEPI appealed only the portion 
of the assessment related t o  in-k ind  deliveries t o  the 
Denver unl't which  SUEPI had valued on the 1986 
contract prfces. SWEPI also appeals tha t  portlon of  
the assessment re la t ing t o  mora than 6 years prior t o  
the demand l e t t e r .  

The State has acknowledged herein t h a t  the 1986 
contract was executed w l t h  the same character is t ics  as  
an am's-length agreement. 

The provirons o f  30 CFR 206.103 (1984) provide t h a t  i n  
the absenae o f  good reason t o  the contrary, the gas 
should be valued on the basis o f  prices paid for  the 
major Portion o f  1 i ke-quali t y  production. Tho matter 
w l t h  respsct t o  the period pr ior  t o  March 1. 1988, 
should be m i n d e d  t o  dotennlne whether the Janurry 1, 
1982, contract represented the major portion of l i k e -  
quallty production under the ryju1;ltions In effect  a t  
the time. 

the State, RJ4P assessed additional roya r t i e s  i n  the 
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by the mS, the same resul t  w u l d  have occurred. 

An audit o f  the subject leases was perfonnod f o r  the period December 1, 

1983, through Soptoaber 30, 1989, by the Colorado kpartment o f  Revenue 

(State) pursuant t o  rect lon 205 o f  the Fodaral O i l  and CIS Royalty Management 

Act o f  1982 (FOGRIIA), 30 U.S.C. 1735 (1968). 

On the basis of the State's revim, the mS's Off ice o f  State and Tr lba l  

Program Support (OSTPS) by l e t t e r  dated July 22, 1992, assessed addit ional  

royal t ies i n  the amount of 5908,63;1.35 f o r  I nvmber o f  alleged underpayments. 

SUEPI has acceded t o  the pornion o f  the order re la t ing  t o  the Yasson ODC 

In-Kind De1 ivery Meter 74222-5OZA. the South Yasson Clearfork In-Kind Del lvery 

Meter 74222-509, the McElmo Creek Third Party Meter 7 4 2 3 6 4 2 ,  the roya l ty  on 

severance tax reimbursanmnts, and the transportation deduction l im i ta t ions .  

With respect t o  the claimed underpayments at t r ibutable t o  certain 

transportation deduction l i rn i tat ians,  the Appellant states that: "SUEPI has 

f i l e d  a Request For Exception Ralircf dated March 31, 1992 requesting 

retroact ive r e l i e f  t o  Harch 1, 1988. 

MMS' findings 1s subject t o  i t s  pmding Request f o r  Exception Relief." 

Therefore, SUEPI'S concurrence w i th  the 

Tho m a t t e r  addressed here concerns tho royal ty  valuation of the Federal 

CO, production delivered t o  the Denver Unit  In-Kind Dolivery Meter 74222-5008. 

Speclfically, the State has concluded that  additional royal t ies are due on the 

volumes deltvorsd under the March 1, 1986, in-k ind del ivery contract, because 

SWEPI had failed t o  value the delivered production on the prices prescribed by 

the  January 1, 1982, contract apppoved as the w l u e  ba i l s  by the RVSD. 

The S t i t o  contends that  during the perlod under review, the January 1982 

contract accounted for 60 percent o f  the t o t a l  Denver Unlt's requlrement and 
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the July 1986 contract accounted f o r  approxfute ly  e0 prrcrnt o f  the unit's 

needs. 

Shell concedes that  the CO, delivered in-k ind under the March 1986 

agreement was valued on the basls of  the lower July 1986 contract prices, but 

arguer that  It was proper under thm appllcable repulr t lons t o  do SO. 

behalf o f  SUEPI, Shell appealed that  port ion o f  the order re la t i ng  t o  the 

July 1, 1984, contract. Shell alsm appealed the port lon o f  the roya l ty  

assessment appllcable t o  the period p r i o r  t o  July 22, 1986, asserting tha t  It 

i s  now barred by the Federal statute o f  l i in i tat fons.  

On 

Issue 

The i ssues presentd by the appeal are (1) whether a por t ion o f  the RMP 

order I s  barred by the Federal statute o f  l l n l t a t i o n s  a t  28 U.S.C. 2415 (19888) 

and ( 2 )  whether the In-k ind del iver ies should be valued for roya l ty  purposes 

on the basis of  the hlgher p r h d  contract approved by WS. 
Conclusions and Order 

WEPI argues that  the applicable Federal statute o f  l im l ta t ions  bars the 

action t o  the extent that  royal t ies are claimed t o  be due for the period p r i o r  

t o  July  2 2 ,  1986, because they are more th in  6 years before the demand l e t t e r  

dated July 22, 1992. In t h i s  respect, the Federal statute o f  I l n i t a t t o n r  set 

f o r t h  a t  28 U.S.C. 2415 (1988) provides In relevant par t  i n  par igrrph (a) as 

f 01 lows : 

[Elvery actton f o r  money damages brought by the 
United States or an o f f i ce r  or agency thereof which i s  
founded upon any contract express or implied i n  l a w  o r  
fact ,  shal l  be barred unless the complaint i s  f i l e d  
wl th in  s i x  years a f t e r  the r tgh t  o f  action accrues or 
with in  one year af ter  f i n a l  decisions have been 
rendered i n  appl i c rb le  adminlrtratlve procecdlngs 
required by contract or  by law, whichever Is  l a t e r  *. 
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Statutes of 1 imitations opwate directly on the remedies aV8lllble to a 

claimant but do not affect the merits of the dispute or tho underlying right 

of recovery. -S V. 5 tudjvmt, 529 F.2d 673 (1976). Because the 

purpose o f  this proceeding i t  only to determine the underlying obllgatlon for 

royalty, the alleged applicability o f  a statute of llmltatlons does not 

operate to limit the period for which royalty m a y  bc found due, and does not 

limit rdmlnlstrative proceedings within the Department o f  the Interior. This 

proceeding 1s an admln(strative appral. not a court action, and the statutory 

bar i s  inapplicable. -, 34 IBU 285, 306 (1978); 

petroleum tom. ,  122 IBU 141 (1992). To this extent, the appeal applicable 

to the time period prior to July 22, 1986, if hereby denied. 

The regulrtory provision applicable to the royalty valuation of CCJ2 

produced froa a Federal lease i n  affect for the period prior to March 1, 1988, 

W J S  s e t  forth at 30 CFR 206.103 (1984) and provided that: 

The value o f  production, for the purpose of computing 
royalty, shall be the estimated reasonable value o f  
the product as detemlned by the Associate Director 
due consideration befng given to the highest price 
paid for a part or for a najority o f  production of 
like quallty in the same field, to the price received 
by the lessee, to posted prices and to other relevant 
matters. Under no circumstances shall the value o f  
productlon o f  any o f  said substances for the pur scs 

gross proceeds accwidg to the lessee from the stlo 
thereof or less than the value computed on such 
reasonable unit value as shall have been datemined by 
t h e  Secretary. In tho absence o f  good reason t o  the 
contrary, value compubed on the basis o f  the highest 
price per barrel, thousand tubit fret, or gallon prld 
or offered at the t i m  o f  production I n  a fair and 
open aarket for the major portion like-quallty oil, 
gas, or other product4 produced and sold frocp the 
field or  area where the leased lands are situated will 
be considered t o  be a reasonable value. 

o f  computing royalty be deemed to be less than t r e 
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The State and the OSTPS contend that the deliveries made pursuant to the 

March 1986 in-kind delivery contract should be valued for royalty purposes on 
the prices prescribed by the January 1982 contract kcausc the latter I s  the 

Denver Unit's principal CO, contract covering some 60 percent of its 

purchases, it Is the higher price, and has been specfflcally approved by MIS 

as an am's-length contract. 

The provisonr of 30 CFR 206.103 (1984) provide that In the absence o f  

good reason to the contrary. the CD, should bc valued on the basis of prices 

paid for the major portion of like-quality production. The question o f  how 

the productlon should be valued during the period prior to March 1, 1988, 

therefore should be remanded to determine whether the January 1, 1982, 

contract represented the major pontlon of like-quality production under the 

regulations in effect at the time. 

For  the period following Namh I ,  1988, the regulations appllcable to 

t h e  valuation o f  Federal CO, pursurnt to an arm's-length contract provide at 

30 CFR 206.152(b)(l) (1993) that Mith certain exceptions, the royalty value of 

gas shall be the gross procoeds accruing to the lessee. 

The applicable provisions fob establishing the royalty value of gas sold 

pursuant to non arm's-length contracts are set forth at 30 CFR 206.152(~)(1) 

(1993) which provide I S  follows: 

The gross proceeds acaruing to the lessee pursuant to 
a sale under Its non-am's-length (or other 
disposition other than by an ann's-length contract), 
provided that those gmrr proceeds are equivalent to 
the gross proceds d w i v d  from, or paid under 
comparable arm's-length contracts for purchases. 
sales. or other dispositions o f  Ilkc-quality gas fn 
the same field (or, 1P necessary-to obtain a 
reasonable sample, fran the same area).  In evaluating 
the comparability of m's-length contracts for the 
purposes of there regulations, the following factors 
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shall  be considend: price, time o f  execution, 
duration, market or markets served, terms, qual i ty  of 
gas, voluns, and such other factors as may be 
rpproprlate t o  nflect  the value o f  the gas. 

The record indicates t h a t  i n  approving the January 1982 contract  prices 

as the royalty value o f  the CO,, RVSO had concluded that t h a t  contract i s  of 

an arm’s-length nature. The State has acknowledged hereln t h a t  the similarly 

negotiated 1986 contract also has the character is t ics  of an ann’s-length 

agreement. 

Because the appllcable regulations a t  30 CFR 206.152(b)(l) (1993) for 

am’s-length contracts and 30 CFR 206.152(c)(l) (1993) for non-am’s-length 

contracts each give great weight t D  the gross proceeds received under ann’s- 

length or comparable onr’s-7ength contracts, jt fs approprfrte t o  dctcmlne 

whether the Ju ly  I ,  I986. contract fs also a comparable am’s-length contract 

f o r  purposes of valuing the in-kind deliveries.  

t h o  order applicable t o  the period a f te r  March 1, 1988, should also be 

remanded t o  detcrmlne the proper method o f  valuing the CO, de l lvend  i n - k i n d  

t o  the Denver U n l t  under the new rsgulations effect ive March 1, 1988. 

Accordingly, the portlon of 

On the b a s i s  of  the foregoing, the en t i re  matter i s  remanded t o  the 

OSTPS for referral  to  the Valuatlon and Standards Oivlsion t o  determine the 

valuation mathodology for  the  rudlted period. 

This decision m y  be appealed t o  18LA pursuant t o  30 CFR Part  290 (1993) 

and 43 CFR 4.411 and 4.413 (1993). A copy of 43 CFR 4.411 and 4.413 (1993) is  

enclosed f o r  reference. Notice of such appeal must be transmitted t o  the 

Director, Minerals Manrgeclent Service, U.S.  Department o f  the Inter ior ,  1849 C 

Street ,  NW. ,  Washington, D.C. 20240, within 30 days af ter  the  date o f  service 

of t he  declslon. Copies o f  the natlce o f  appeal and any statmnt o f  reasons, 
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written arguments, or briefs should be sewed upon the Assoclats Soltci tor .  

Division o f  Energy and Resources, U.S. Department of the In te r lor ,  1849 C 

Street, NU., Washington, O.C. 20240: and upon the Chief, Appeals Division 

(HS9llO), Minerals Rmagmmt  Service. US. Departient of the I n t e r l o r ,  

Parkway Atrium Building, 381 Llden Street, Herndon, Virginia 22070-4817. 

Lucy R. Querques 
Associate Director for Policy 

and Management Inprovment 

Enclosure 

bcc: Appeals (flM5-92-0366-066) 
Reidi ng 
RHMLF 

LMS : PHI :APPEALS :MS9110: EHager :n j :6/20/94 : 787-1275 
G :  \HOHE\HACERE\OECISION\92-0366 
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STATE OF COLORADO - 

DEPARTMENT OF REVENUE 
Sfale Capitol Annex 
1375 Sherman Srreer 
Oenvef ,  Colorado 80261 

October 20, 1992 

Mr. David Guzy, Chief 
Office of State and Tribal Program Support 
Minerals Management Service 
P.O. Box 25165, MS 3601 
Denver, CO 80225 

Dear Mr. Guzy: 

This field report is in response to Shell Oil Company‘s 
(Shell) Notice of Appeal and Statement of Reasons on Appeal 
dated August 25, 1992, regarding the Mineral Management 
Service (MMS) demand letter dated July 22, 1992, FBIL 
22924004. The demand letter was issued as a result of an 
audit conducted by the Colorado Department of Revenue (State) 
This audit involved the review of Shell’s subsidiary Shell 
Western E h P  Inc. (SWEPI) federal royalty payments on carbon 
dioxide (C02) produced from the McElmo Dome Unit. The demand 
letter assessed additional royalties of $908.631.35 f o r  the 
following issues: 

C02 Price Valuation Issues 
Contract Pricing and Transportation Deductions $821,611 -46 

Royalty on Severance Tax Reimbursements. 80,953.89 

SwEPI’s Notice of Appeal sets forth two objections to the 
demand letter. The first objection is the issue of 
underpayment of royalty at the Denver Unit In-Kind Delivery 
Meter 74222-500B. In addition, SWEPI objects to royalty 
underpayments prior to July 22, 1986 as being precluded by the 
applicable statute of limitations. 

SWEPI ARGDMENTS AND STATE RESPONSES 

DENVER UNIT IN-KICIIPD DELIVERY HeTER 74222-5008 

GENERAL 

Before the specific SWEPI arguments are addressed, the State 
feels that it is necessary to present the positions regarding 
the correct valuation of the Denver Unit In-Kind delivery. 

WHERE WCELLENCE ADDS UP 
COLORADO DEPARTMENT OF REVENUE 
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SWEPI's Statement of Reasons Supporting this Notice of Appeal is 
the following: 

"The July 1, 1986 contract for the sale of C02 by K - 4  to 
the Denver Unit is an arm's-length contract negotiated four 
years after the initial sale of C02 to the Denver Unit. 
Because of declining C02 prices between 1982 and 1986, the 
1986 contract is the arm's-length contract to be taken into 
consideration for purposes of valuing in-kind deliveries of 
C02 by SWEPI from Denver Unit In-Kind Delivery Meter 14222- 
500B." 

While the State reiterates its positions as cited in the Demand 
Letter dated July 22, 1982. The following was stated: 

The State has determined that the applicable price for this 
delivery should be the contract dated January 1, 1982, 
between - Y - 4  

- 4  (determined to be an arm,s-length contract by the 
Royalty Valuation and Standards Division (RVSD), MMS) . This 
contract is considered to be the unit operator's principal 
C02 purchase contract as it accounts for approximately 60 
percent of the total C02 delivered to the Denver Unit. 

The MMS disagrees with SWEPI's contention that the time 
factor is controlling when determining comparable arm's- 
length contract in valuing production, subject to royalty, 
sold under non-arm's-length situations. The State's 
analysis of the referenced contract as the principal C02 
contract concludes that it meets the criteria set out in 30 
CFR section 206.103 and 206.152(c) (1). The comparable 
contract applied by the State had the following attributes 
consistent with Federal regulations: the highest price; 
effective for the same production periods; the C02 was from 
the same source fields (McElmo Dome Unit Production); 
accounted €or the majority of the C02 consumed at the Denver 
Unit (60 percent); and finally, it is consistent with past 
KJSD det€rKtinatiOnS. 

The determination by RVSD that the January 1, 1982, contract 
contained pricing provisions acceptable in establishing a 
value for royalty purposes, was supported based on the fact 
that an arm's-length contract between - -4- dated 
March 1, 1983, covered sales of C02 from the McElmo Dome 
Unit indirectly to the Denver Unit and the pricing 
provisions of this arm's-length contract were almost 
identical to the - f - 4  -- contract of January 1, 1982. 
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SWEPI'S contention that the July 1, 1986, contract should be 
the principal C02 contract is incorrect. The July 1, 1986, 
contract is a non-arm's-length contract and covers less than 
20 percent of the requirement to the Denver Unit. In 
addition, it was executed after the date of the CO2 in-kind 
agreement that is being valued. There were no arm's-length 
contracts covering sales to the Denver Unit other than the 
X - 4  contract referenced above during the audit period. 

SWEPI ARGUMENT I 

SWEPI argues that the July 1, 1986 contract is an arm's-length 
contract. They state that the procedures for negotiating the 
July 1, 1986 contract were virtually identical to the procedures 
followed in negotiating the January 1, 1982 contract, which the 
MMS has accepted for purposes of establishing royalty value. 
Furthermore, SWEPI states: Obviously, it would have been to 
SwEPI's advantage to maintain the January 1, 1982 contract price 
in effect for all C02 purchased by the Denver Unit, but, in fact, 
it was required to renegotiate a lower price for all volumes not 
subject to take-or-pay in the January 1, 1982 contract. 

-L 
The State does not dispute that the July 1, 1986 non-arm's-length 
contract between X - L i  and the Denver Unit was entered into with 
the same characteristics as an arm's-length contract. The State 
did accept this contract as a basis for establishing value for 
the volumes of CO2 sold under this same agreement. What the 
State disagrees with is that the March 1 ,  1986 In-Kind delivery 
should be valued applying the Denver Units principal C02 purchase 
contract dated January 1, 1982. 

Although the State did accept the July 1, 1986 contract as an 
appropriate basis to value its contracted volumes, the MMS has 
never given such approval as given in the January 1, 1982 
contract. Furthermore, neither the MMS nor the State has ever 
declared this July 1, 1986 contract to be the Denver Units 
principal contract. 

Finally, the State does not agree that SWEPI gives up an 
advantage by renegotiating a lower contract. The State believes 
that Shell derives greater benefit as a company by producing and 
selling crude oil at the Denver Unit than it does by producing 
and selling CO2 at the McElmo Gome Unit. SWEPI is not considered 
to be at a disadvantage by solely adhering to its trust 
responsibilities (renegotiating lower CO2 prices) as operator of 
the Denver Unit. 
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SWEPI ARGUMENT I1 

It is SWEPI's contention that its in-kind deliveries of C02 to 
the Denver Unit to satisfy its share of C02 purchase obligations 
under the July 1, 1986 contract should be valued in accordance 
with such contract. Just as it would be improper for SWEPI to 
value all of its share of C02 deliveries to the Denver Unit at 
the July 1, 1986 contract price it is also improper for the MMS 
to value all of SWEPI'S in-kind deliveries at the January 1, 1982 
contract price 

STATE RESPONSE 

This argument is untrue. SWEPI is, in fact, trying to value all 
of its in-kind deliveries at the July 1, 1986 :ontract price. It 
should be understood that Shell's working interest portion of the 
C02 consumed at the Denver Unit comes from two sources: 

1) A percentage of the C02 delivered under the January 1, 
1982 contract (considered to be a comparable arm's length 
contract by MMS), and 

2) The remaining share of Shell's Denver Unit C02 
requirement being filled by the March 1, 1986 in-kind 
agreement. 

Of prime importance is that the State is trying to place a value 
solely on the amount of C02 delivered under the March 1, 1986 in- 
kind agreement. The State has already valued the January 1, 1982 
and July 1, 1986 delivery volumes at their respective contract 
prices. SWEPI is, in fact, proposing to value all of its C02 in- 
kind deliveries at the July 1, 1986 contract price, since the 
remaining Shell C02 is being supplied under the January lI 1982 
contract, which is considered by MMS to be an armis-length 
contract. 

SWEPI ARGUMENT I11 

SWEPI contends that because of the declining market for C02 
during the 1982-1986 period, the MMS should have accepted the 
July 1, 1986 contract as representing the value of C02 at such 
time the contract was entered into. SWEPI states: The MMS's 
insistence on valuing SwEPIts in-kind deliveries of C02 based on 
the January 1, 1982 contract ignores the decline in C02 prices 
from 1982 to 1986. However, Congress addressed this concern in 
the Notice to lessees Numbered 5 Gas Royalty of 1987, P.L. 100- 
234, 101 Stat. 1719 (1988) ("NTL-5 Act"). The NTL-5 Act modified 
Section II.A.2 of NTL-5, which was applicable to the sales of C02 
from the McElmo Dome Unit to the Denver Unit, by providing that 
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the standard of basing valuation on the majority price for a 
field would not be followed if there was good reason to the 
contrary to not do so. Therefore, SWEPI concludes that the NTL-5 
Act made it clear that dramatically dropping C02 prices during 
the 1982-1986 period constituted good reason to the contrary. 

STATE RESPONSE 

The State feels that the circumstances surrounding C02 and 
natural gas contract price provisions require further analysis. 

1) 

2) 

3 )  

4 )  

First, the C02 contract price provisions do not contain 
wording similar to natural gas contracts which allowed for 
the highest applicable ceiling rate established by the FPC 
o r  the highest maximum lawful price established by the 
Natural Gas Policy Act. The C02 contracts simply calls for 
a commodity price which is generally adjusted quarterly, 
based on a factor of the current price of crude oil to the 
price of crude at the inception of the contract. 

Moreover, the “NTL-5 Act” modified the NTL-5 method of 
calculation, which provided the base value for royalty 
purposes of certain gas production was the greater of the 
price received under the gas contract or the highest 
applicable ceiling rate then established by the Federal 
Power Commission. 
subsequently interpreted to be the maximum lawful price 
established under the Natural Gas Policy Act of 1978. 
Therefore, it appears that the NTL-5 Act does not pertain to 
the sale of C02. 

If it is somehow determined that the NTL-5 Act affects the 
sale of C02. The State feels that the C02 contract price 
provisions provide for safe guards against such deteriorated 
market conditions, because the C02 contract pricing 
provisions ties the C02 quarterly prices directly to the 
cost of oil. If the price of oil goes down, the C02 price 
goes dawn; likewise, if the price of oil goes up, so does 
the price of C02. 

In addition, the State does not believe that the C02 price 
market had deteriorated as badly as SWEPI claims to cause 
the January 1, 1982 contract to be excessive. Again, the 
State feels that the C02 price adjustments contained in the 
January 1, la82 Contract allows for the C02 price to be 
adjusted to the specific market condition. The State has 
prepared a summary of SWEPI’S various West Texas delivery 
point (contracts entered into between 1982 and 1986) Gross 
Unit Prices and Netback Prices for sample periods 1983 

The applicable ceiling rate was 
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through 1989, See Attachreeot 1. This analysis shows that 
the following contracts had a higher price than the Denver 
Unit January 1, 1982 contract: 

xL4-  - Denver Unit deted 1/27/83 - Periods 12/83 - 
and 02/84. 

x-4 - dated 11/14/84 - Periods 03/85, 10/85, 
9/88 6 1/65. . .  - x - 4  dated 8/1/85 - Periods 0 5 / 8 6  through 
07/89. 

throush 07/89. 
x - 4  dated 12/27/85 - Periods 05/86 
x-Y dated 6/11/85 - Periods 05/86 through 

07;89. 

Farthermore, the July 1, 1986 contract does not materially k!-v 
- f - -s - -  deviate from the January 1, 1982 contract for the 
sample periods identified. Also ,  the State has found that the 
July 1, 1986 contract price exceeds the January 1, 1982 contract 
price for the following periods: July 1986 through December 1986, 
and October 1988 through December 1988, See Attachment 2. 

SWEPI ARGUMENT IV 

SWEPI states: the MMS also argues that the July 1, 1986 contract 
(Delivery Meter 74222-SOOC) covers less than 20 percent of the 
C02 requirements of the Denver Ucit. Although this is correct, 
it should be irrelevant in the determination of which C02 
contract to use for determination of the value of SWZPI's in-kind 
deliveries. Valuatior. based strictly upon the fact that one 
particular contract provides the major portion of production does 
not adhere to the guidance of Congress under the NTL-5 Act. 
Market circumstances are clearly a good reason to avoid relying 
blindly on the major portion contract, and to base valuation on a 
more contemporaneously executed contract reflecting the changed 
market circumstances. 

STATE RESPONSE 

The point the State and MMS are making is that the January I, 
1982 contract is the major contract as it accounts for 60 percent 
of the total Denver Unit's requirement versus 20 or less percent 
provided by the July I, 1986 contract. The January 1, 1982 
cmtract sxpports the valuation guidelines set by the Royalty 
Valuation Standards Division for valuing in-kind deliveries based 
on the unit operators principal C02 contract. The State would 
like to repeat thrir response to SWEPI Argument I11 in defense of 
the NTL-5 Act and thz C02 Market circumstances. 
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SWEPI contends that the MMS should not direct its attention to 
the purchasing unit, but should look at arm's-length sales of C02 
from the source field to other purchasers, in order to compare 
arm's-length contracts for C02 during the relevant time period. 
SWEPI's Attachment No. 5 reveals the arm's-length sales of C02 
from the McElmo Dome Unit by SWEPI during the period between the 
January 1, 1982 Denver Unit contract and the July 1, 1986 Denver 
Unit contract. This Attachment clearly reveals the decline in 
Co2 prices that occurred during this period. A comparison of 
these arm's-length contract prices supports SWEPI's contention 
that there was good reason to the contrary for the MMS to abandon 
its highest price for a major portion standard and for the MMS to 
accept the July 1, 1986 contract price as the value of SWEPI's 
in-kind deliveries. 

STATE RESPONSE 

The State objects to this argument because SWEPI is comparing C02 
prices effective for the third quarter of 1992. This comparison 
hardly portrays the C02 prices prevalent during the audit period 
of 1983 through 1989. The State presents its Attachment 1 in 
support of its argument that the January 1982 contract was 
competitive with other arm's-length contracts negotiated for the 
sale of McElmo Dome Unit C02 for periods 1983 through 1989. 
Finally, the State has found that the SWEPI Attachment No. 5 does 
not entirely disclose the contract pricing terms for the Big 
Three purchase location /Date of Contract 12/03/84). This 
contract contained pricing terms for pre-1988 and post-1967 
contract commitments. The scenario presented by SWEPI reflects 
the pre-1988 commitments which is less than the July 1, 1986 
Denver Unit contract, while the post-1987 commitment is 
approximately X - 4  higher than the pre-1988 commitment and 

Attachment 3. 
2:-4 higher than the July 1, 1986 Denver Unit contract, See 

SWEPI ARGlMENT VI 

SWEPI argues that although the March I, 1966 in-kind delivery 
precedes the July 1, 1986 contract, it was clearly associated 
with efforts of the Denver Unit working interest owners to 
negotiate a new sales contract for the volume of C02 required in 
excess of the January 1 ,  1982 contract take-or-pay volumes. 

STATE RESPONSE 

The State was unaware Of any connection regarding the formation 
of the March 1, 1986 in-kind contract and the July 1, 1986 



Mr. David Guzy 
October 20, 1992 
Page 8 

contract when its comments were made. The State's argument is 
that the March 1, 1986 In-Kind delivery did in fact precede the 
July 1, 1986 Denver Unit contract. Since deliveries began prior 
to the formation of the July 1, 1982 contract, a price was needed 
to properly value the in-kind C02 deliveries. The only proper 
price is the January 1, 1982 Denver Unit contract, which is 
considered by MMS and the State to be an arm's-length and the 
unit operators principal C02 purchase contract. 

STATUTE OF LIMITATIONS 

SWPI ARGUMENT 

SWEPI asserts that the MMS is barred by the applicable statute of 
limitations from asserting a demand for payment of royalties from 
SWEPI from the subject federal leases prior to July 22, 1986. 

STATE RESPONSE 

Because this issue is still pending in the courts, the State does 
not feel that it is necessary to elaborate any further on the 
SWEPI arguments cited in their Notice of Appeal. The State 
stands behind its arguments, surrounding the Statute of 
Limitations, presented to SWEPI in its Demand Letter dated July 
22, 1992. 

CONCLUSION 

The State believes that the MMS should pursue the issues 
identified in the July 22, 1992 demand letter. The State feels 
that SWEPI has not successfully disputed its original citations 
and w e  also feel that we have been able to counter all of their 
arguments. 

If you have any further questions or comments, please contact 
Mike Santos at 294-5140. 

Sincerely, 
MINERAL AUDIT SECTION 

F. David Loomis 
Manager 
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ATTACHMENT I I I 
SWEPI 
ADMl N I STRATIVE FILE 
RESPONSE TO SWEPI APPEAL 
ANALYSIS OF SWEPI'S ATTACHMENT NO. 5 MCELMO DOME UNIT C02 CONTRACTS 

I/EAST VACUUM 
I 

! ! 1; i i 

1 CURRENT ! CURRENT (! $1 i 
I 

il PURCHASE I i DATEOF INITIAL j DELIVERED NETBACK j j  
jj I 1 I! 

8/1/85 I 9/85 1 X -4 - K - V  I/ 
x - 4  1: I 

1 CONTRACT 1 DELIVERY PRICE $/MCF 1 PRICE $!MCF 1: 
f - 4 i: 

I1 

II 

- - -.-__. LOCATION i/ 
(IDENVE8 UNIT 1 1/1/82 i 4/84 ! 
11 

i 
I 
/BIG THREE POST 1987 1 

7 )  
K-y - 

x-Y 4; ![BIG THREE PRE 1988 1 12/3/84 1 1/86 x - 9  j 
12/3/84 j 1/85 i f - Y  J[ 

I i 

NOTE THE BIG THREE POST 1987 COMMllTMENT IS BASED ON THE FOLLOWING 
PRICE CALCULATION: A COMMODlPl PRICE OF $ X'Y EFFECTIVE 1/1/88 
ViITH THE PRICE ADJUSTED ON THE 1 ST DAY OF APRIL. JULY, OCTOBER. 
AND JANUARY IN ACCORDANCE WITH THE FOLLOWING FORMULA. 

P = C2IC1 * P1 
P = APPLICABLE PRICE ($IMCF) 
C 2 =  __ x-Y -- 
c1 = sx-9 
P1 = $ i - v  

PRICE SHALL NE?ER BE LESS THP,N $ x - 4 

PLUS A TARIFF REIMBURSEMENT OF $ x - Y  

SINCE THE AVERAGE CRUDE PRICE IS S x -q  THE COMMODITY PRICE IS $ X- Y 

PLUS THE TARIFF REIMBURSEMENT OF $ K - Y - 
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CERTIFIED M A I L  -- 
RETURN RECEIPT REOUESTEQ 

M r .  Lee Hileman 
She l l  O i l  Company 
P.O. Box 4655 
Smith Bu i l d ing ,  Room 2150A 
Houston, Texas 77210-4655 

Colorado a 2 2  1s Shel l  E&P, Inc.  

J U L 3 0 W  

Dear M r .  Hileman: 

The Colorado Department o f  Revenue (State) ,  i n  accordance w i t h  Sect ion 205 o f  
the  Federal O i l  and Gas Royal ty Management Act  o f  1982 (FOGRMA), has reviewed, 
sub jec t  t o  the  scope l i m i t a t i o n s  l i s t e d  below, She l l  Western Exp lo ra t i on  and 
Producing Incorporated’s  (SWEPI), r o y a l t y  o b l i g a t i o n s  f o r  carbon d iox ide  (C0,J 
produced from Colorado Federal leases l oca ted  w i t h i n  t h e  McElmo Dome Un i t ,  f o r  
t h e  pe r iod  December 1, 1983, through September 30,  1989. The Federal leases 
reviewed are enclosed as E x h i b i t  A. 

The S t a t e ’ s  review was l i m i t e d  i n  t h e  f o l l o w i n g  areas: 

1 )  
O i l  Corporat ion (Mobil) f o r  use i n  the  Chevron USA, Inc.  [Chevron) 
and T o t a l  U n i t  weighted average p r i c e  c a l c u l a t i o n s .  
the  Mobil p r i ces  i s  cont ingent  upon f u t u r e  a u d i t  con f i rmat ion .  

2 )  For the  t ime pe r iod  March 1, 1988, through September 30, 1989, 
the  review u t i l i z e d  t h e  Cortez p i p e l i n e  t a r i f f  o f  $0.39. The use 
of t h i s  t a r i f f  i s  cont ingent  upon the  t r a n s p o r t a t i o n  allowance 
a p p e a l  c u r r e n t l y  before the  D i v i s i o n  o f  Appeals, M inera ls  
Management Serv ice (MMS). Based on the-outcome o f  the  appeal t h i s  
issue may be reexamined. Therefore, SWEPI i s  directed to main ta in  
i t s  records app l icab le  t o  t h i s  issue.  

The review u t i l i z e d  unconfirmed CO, p r i c e s  suppl ied by Mobi l  

The use o f  
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The State's review indicates that, during the audit period, SWEPI underpaid 
royalties due the MMS by 5908,631.35, as follows: 

ISSUE AMOUNT 

C02 Price Valuation Issues 
Contract Pricing 6 Transportation Deductions 

Royalty on Severance Tax Reimbursements 

5827,677.46 

I 80.953.89 
$908.631.35 

SWEPI was notified of the State's preliminary findings of 5897,892, by letter 
dated December 18, 1991. Shell Oil Company (Shell), on behalf of SWEPI, 
responded by letter dated February 4, 1992, comenting on the aforementioned 
issues. The total royalties due per this order is higher than the amount 
given in the State's preliminary determination. This difference is a result 
of corrections to the State's calculations of the additional royalty due on 
Severence Tax Reimbursements. The referenced audit issues and computational 
revisions will be discussed in detail below. 

STATUTE OF LINITATIONS 

SWEPI's Arcrument 

SWEPI contends that. Section 2415(a) of Title 28. United States Code, provides 
for a 6-year limitations period with respect to Federal actions for money 
damages. This statute is applicable to claims for royalty on Federal leases 
and begins to run when the royalty was due or paid. PhilliDs Petroleum Co. v. 
Manuel Lu.ian. Secretary of the DeDartment o f the Inte rior, (N.D. Okla., 
October 18, 1989); appeal Docket No. 90-5122, 10th Circuit, June 29, 1990. 
The filing o f  the audit letter dated July 18, 1990, does not halt the running 
of the 6-year statute of limitations. Therefore, it is SWEPI's contention 
that, should a demand letter for underpayment of royalties be issued with 
respect to the McElmo Dome Unit then the applicable audit period cannot extend 
beyond 6 years from the date of such demand letter. 

M M S '  Response 

The State andMMS have timely notified SWEPI o f  the audit engagement within 
the 6-year timeframe. MMS notified SWEPI by letter dated September 19 ,  19E9, 
that an audit was to begin which would cover the period October 1, 1983, 
through September 30, 1989. Also, the State submitted an engagement letter 
(records request) to the Shell MMS resident auditor, dated July 18, 1990. 
Therefore, as a result of actions taken by the State and HMS to define the 
audit period (October 1, 1983, through September 30, 1989). we have in effect 
tolled any statute of limitations or records retention requirements. 

It is MMS' policy that no statute of limitations exists in this case regarding 
underpaid royalty assessments. In accordance with Section 103 of F O G W ,  only 
a 6-year record retention requirement i s  cited. Therefore, the statute of 
limitations found at Section 307 o f  FOGRHA, 30 U.S.C. 0 1755 (1982), applies 
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only to the collection of civil penalties assessed under FOGRMA and does not 
govern the obligation to pay royalty. 

An IBLA decision, forest 0 i l  CorD, , 111 M L A  284 (1989), emphasizes MMS' 
policy, which states, in part: 

. . . MMS contends that the relevant statute of limitations, 
should the Department bring suit to recover royalty 
underpayments, . . . is found at 28 U.S.C. 5 2415(a) (1982). as 
modified by 28 U.S.C. 5 2416(C) (1982). MMS would apply this 
statute not from the time royalty was underpaid (when the right o f  
action accrued) but when MMS reasonably knew of underpayment, an 
exception found in 28 U.S.C. 5 2416(c) (1982). . . . 

The referenced IBLA decision has ruled that the statute of limitations in 
28 U.S.C. 2415 (1982) relates to remedies rather than underlying obligations 
and does not apply to an administrative appeal under 30 CFR 290 (1991). 
Because SWEPI's claim regarding this order i s  an administrative appeal to 
determine the underlying obligation for royalty, rather than a court action, 
the statute o f  limitations is not applicable. 
additional royalties because of a prior underpayment remains in force. 

In addition, the statute o f  limitations concerning collections of additional 
royalties beyond the 6 years prior to issuance of an MMS demand letter has 

(1978) and MMS' position was upheld on review in court. United States V. 
Studivant, 529 F. 2d 673 (3rd Cir. 1976). Therefore, there is no statute to 
prevent MMS from collecting royalties due the Government. 

The right to assess SWEPI 

been addressed in Foote Mineral Co, , 34 IBLA 285, 306-308, 85 I.D. 171, 182-83 

- CO, PRICE VALUATION AND TRANSPORTATION ISSUES 

SWEPI's Arsuments 

A s  a result of SWEPI's review of the State's preliminary letter. SWEPI agrees 
with the State's findings concerning the South Wasson Clearfork In-Kind 
Delivery Meter 74222-509, the McElmo Creek Third Party Meter 
74236-FM2, the transportation deduction limitation, and the royalty on 
severance tax reimbursements. 
o f  royalty underpayment with respect to: 
M e t e r  74222-%0B,-and 2) the Wasson ODC Unit In-Kind Delivery Meter 

Denver Unit In-Kind Dell very Heter 74222 - 500s 

SWEPI disagrees with the State that the applicable price in valuing, for 
royalty purposes, the in-kind delivery of CO by %-4 to the Denver Unit, 
should be based on the price established by the January 1, 1982, contract for 
the sale o f  CO, by --X - 4 - to the Denver 
Unit. SWEPI believes that the proper price should be based on the July 1, 
1986, contract between % - +  and the Denver Unit. SWEPI states that the State 
has focused its determination solely on the price at which the major portion 
of the CO, i s  sold to the Denver Unit, and that the State has failed to 

SWEPI disagrees with the State's determinations 
1) the Denver Unit In-Kind Delivery 

74222-502A. 
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recognize that the Federal regulations also refer to time of production as a 
factor in determining comparable arm's-length contracts. 

Wasson ODC In-Kind Del{ very Meter 742- - 
SWEPI disagrees with the State that SWEPI's in-kind deliveries to the Wasson 
Unit should have been valued on the basis o f  the %-4 
x -4  contract that accounted for nearly 63 percent of the Unit's CO 
requirement. 

Again SWEPI states, that the State has focused its determination solely on the 
price at which the major portion of the CO is sold to the Wasson ODC Unit and 
that the State has failed to recognize that the Federal regulations also refer 
to time of production as a factor in determining comparable arm's-length 
contracts. 

Finally, SWEPI's acquiescence to any of the preliminary findings does not 
preclude them from invoking the 6-year statute of limitations or requesting an 
exception to the 50 percent limitation for transportation deductions. 

MMS' ReSDOnSe to the CO, Price Valuation and TranSDOrtatiOn Issues 

Federal regulations and instructions from HMS establish the value to be used 
in calculating royalties and also allows the Secretary of the Interior 
latitude in setting guidelines for allowing transportation deductions. 

Title 30 CFR 5 206.103 (1984), titled "Value basis for computing royalties," 
applies to the period December 1, 1983, through February 29, 1988, and states, 
in part: 

SWEPI believes that the proper price should be based on the 
November 17, 1984, contract between .y-Y 

The value of production, for the purpose of computing royalty, 
shall be the estimated reasonable value of the product as 
determined by the Associate Director due consideration being given 
to the highest price paid for a part or for a majority of 
production of like quality in the same field, to the price 
received by the lessee, to posted prices, and to other relevant 
matters. . . . 

Effective March 1, 1988, Federal regulations at 30 CFR 0 206.152(c)(l) (1988), 
provide guiddines for valuing gas sold pursuant to a non-arm's-length 
contract. The first benchmark for determining reasonable value states: 

The gross proceeds accruing to the lessee pursuant to a sale under 
its non-arm's-length contract (or other disposition other than by 
an an's-length contract), provided that those gross proceeds are 
equivalent to the gross proceeds derived from, or paid under, 
comparable arm's-length contracts for purchases, sales, or other 
dispositions of like-quality gas in the same field (or, if 
necessary to obtain a reasonable sample, froa the same area). 
evaluating the comparability of ann's-length contracts for the 
purposes of these regulations, the following factors shall be 
considered: price, time of execution, duration, market or markets 

In 
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served, terms, q u a l i t y  o f  gas, volume, and such o t h e r  f a c t o r s  as 
may be appropr ia te  t o  r e f l e c t  t h e  value o f  t h e  gas. 

I n  a d d i t i o n ,  MMS has es tab l i shed p o l i c y  f o r  va lu ing  i n -k ind  CO, d e l i v e r i e s .  
For  i n - k i n d  d e l i v e r i e s  MMS has determined t h a t  t h e  app l i cab le  r o y a l t y  value 
should be t h e  d e l i v e r y  po in t ,  u n i t  opera tor ' s  p r i n c i p l e  CO, purchase c o n t r a c t  
p r i c e  l e s s  a c t u a l  c o s t  o f  t r a n s p o r t a t i o n  ( l i m i t e d  t o  50 percent  o f  t h e  
p r o d u c t ' s  f a i r  market value).  

The a u t h o r i t y  o f  t h e  Secretary (or t h e  Secretary 's  designee) t o  determine t h e  
reasonable va lue o f  gas i s  r e i n f o r c e d  i n  Not ice  t o  Lessees and Operators o f  
Federal Onshore O i l  and Gas Leases No. 1 (NTL-1). Sect ion 111, t i t l e d ,  "Gas 
and Associated L iqu ids  Production, Sales, and Roya l ty  Requirements," which 
s ta tes ,  i n  p a r t :  

The va lue  o f  a l l  oroduced aas a nd ass o c i  ated l i a u i d  hvdrocarbons 
w i l l  be es tab l i shed  bv t h e  SuDe w i s p y .  Such value w i l l  be based 
on t h e  Superv isor 's  est imated reasonable va lue  o f  bo th  t h e  n a t u r a l  
gas and i t s  en t ra ined l i q u i d  hydrocarbons w i t h  due cons ide ra t i on  
being g iven t o  t h e  h ighes t  p r i c e  pa id  f o r  a p a r t  or a m a j o r i t y  o f  
l i k e  q u a l i t y  p roduc t ion  i n  t h e  same f i e l d  o r  area, t o  t h e  p r i c e ( s )  
rece ived b y ' t h e  operator,  t o  the  Btu content  o f  t h e  gas, and t o  
o the r  r e l e v a n t  mat ters .  . . . [Emphasis added.] 

Sec t ion  111 o f  NTL-1 a lso  shows t h a t  t h e  NTL i s  intended t o  apply  t o  sa les  o f  
carbon d i o x i d e  gas by s t a t i n g  i n  p a r t :  

. . . Non-hydrocarbon byproducts such as s u l f u r  and carbon d i o x i d e  
which a r e  ex t rac ted  f o r  sa le  must a lso be repor ted  i n  t h e  same 
manner on t h e  monthly Form 9-361. . . . 

The broad a u t h o r i t y  possessed by the  Secretary t o  determine t h e  appropr ia te  
method o f  c a l c u l a t i n g  t r a n s p o r t a t i o n  allowances has been noted i n  S h e l l  O i l  
Comgany, 52 IBLA 15 (1981) 88 I .D. 1, which s tates,  i n  p a r t :  

. . . The Secretary  o f  the  I n t e r i o r  has d i s c r e t i o n a r y  a u t h o r i t y  t o  
determine t h e  f a c t o r s  t o  be considered i n  computing t r a n s p o r t a t i o n  
allowances f o r  r o y a l t y  va lua t i on  purposes. . . . 

The Conservat ion D i v i s i o n  Manual (CDM), a procedural  guide o f  the U.S. 
G e o l o g i c a l  Survey (USGS), predecessor agency t o  MMS, addresses t r a n s p o r t a t i o n  
allowance gu ide l i nes .  The CDM Par t  647.5.3E (1974), t i t l e d ,  "Approval o f  
T ranspor ta t ion  Allowances," addresses t h e  maximum a l lowab le  t r a n s p o r t a t i o n  
allowance and s tates,  i n  p a r t :  

. . . However, when t h e  t ranspor ta t i on  cos t  i s  g rea te r  than 
25 percent  o f  t h e  f a i r  market value a t  the nearest  compe t i t i ve  
sa les te rmina l ,  the Supervisor must conduct a complete review 
p r i o r  t o  approval o f  such ra tes .  me r no circumstaafes should 
3 1  t '  f . 
market value a t  t he nea r e s t  c m o e t l t  i v e  sales o o i n t  . . . .  
[Emphasis added. ] 
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In addition, the Federal regulations effective March 1, 1988, 
30 CFR 0 206.156(~)(1) (1989). titled, 'Transportation allowances-general," 
states, in part: 

. . . for unprocessed gas valued in accordance with 0 206.152 of 
this subpart, the transportation allowance deduction on the basis 
of a selling arrangement shall not exceed 50 percent of the value 
of the unprocessed gas . . . 

SWEPI has incorrectly calculated its SWEPI, Chevron, and Total Unit weighted 
average prices, for the period January 1, 1984, through September 30, 1989. 
This has resulted, because of four contract pricing errors (four separate 
deliveries) and by exceeding the transportation deduction limitation of 
50 percent of unit value (IO separate deliveries). 
transportation issues will be elaborated below: 
Denver Unit In-Kind Deli Very Meter 74222 - 500e 

The State has determined that the applicable price for this delivery should be 
the contract dated January 1, 1982, between g-+ - K -4 
Royalty Valuation and Standards Division (RVSD). MMS). 
considered to be the unit operator's principal CO purchase contract as it 
accounts for approximately 60 percent of the tota! CO, delivered to the Denver 
Unit. 

The MMS disagrees with SWEPI's contention that the time factor is controlling 
when determining comparable arm's-length contracts in valuing production, 
subject to royalty, sold under non-ann's-length situations. The State's 
analysis of the referenced contract as the principal CO, contract concludes 
that it meets the criteria set out in 30 CFR 5 5  206.103 and 206.152(~)(1). 
The comparable contract applied by the State had the following attributes 
consistent with Federal regulations: the highest price; effective f o r  the 
same production periods; the CO, was from the same source fields (McElmo Dome 
Unit Production); accounted for the majority o f  the CO, consumed at the Denver 
Unit (60 percent); and finally, it is consistent with past RVSO 
determinations. 

The determination by RVSD that the January 1, 1982, contract contained pricing 
provisions acceptable in establishing a value for royalty purposes, was 
supported based on the fact that an arm's-length contract between g - 4  
X - Y  dated March 1, 1983, covered sales of CO, from the McElmo Dome Unit 
indirectly to the Denver Unit and the pricing provisions of this arms-length 
contact were almost identical to the 
SWEPI's contention that the July 1, 1986, contract should be the principal CO, 
contract is incorrect. The July 1, 1986, contract i s  an non-arm's-length 
contract and covers less than 20 percent of the requirement t o  the Denver 
Unit. 
agreement that is being valued. There were no arm's-length contracts covering 
sales to the Denver Unit other than the X -9 contract referenced above during 
the audit period. 

The contract pricing and 

(determined to be an arm's-length contract by the 
This contract i s  

X - y  contract o f  January 1, 1982. 

In addition, it was executed after the date of the CO, in-kind 
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1 Wasso 0 7 -  

The State has determined that the applicable price for this delivery should be 
the contract dated November 1, 1984, between Y- 9 
r-4 and the seller, X - 4  (determined to be an arm's-length contract by 
RVSD). This contract is considered to be the unit operator's principal CD 
purchase contract, as It accounts for approximately 63 percent of the tota? 
Unit's CO, requirement. 

The MMS again disagrees with SWEPI's contention that the time factor is 
control1 ing when determining comparable arm's-length contracts in valuing 
production, subject to royalty, sold under non-arm's-length situations. The 
State's analysis of the referenced contract as the principal CO contract 
concludes that it meets the criteria set out in 30 CFR 5 5  206.133 and 
206.152(c)(l). The comparable contract applied by the State had the following 
attributes consistent with Federal regulations: the highest price; executed 
in the same period (both executed November 1, 1984); effective for the same 
production periods; accounted for the majority of the C02 consumed at the 
Wasson ODC Unit (63 percent); and finally, it is consistent with past RVSD 
determinations. 

It should also be noted that although SWEPI's choice for a comparable contract 
was the contract executed on November 17, 1984, 119 del iveries too k Dl.ace unt i l  
ADril 1985. SWEPI did not beain to a m l v  the - f -+ - contract. to the . .  
in-kind deliveries, until April 1985. Wkereas, the SWEPI in-kind deliveries 
to meter 74222-502A b Q a n  in November 198 4, and was coincidentally valued in 
accordance with the November 1, 1984, P - 3 contract. The periods at 
issue for this delivery are April 1985 through March 1986 and July 1986. 

South Wasson Clearfork In-Kind Delivery Meter 74222-509 

S W E P I  failed to include the correct tariff reimbursement pricing terms. 

addressing the transportation reimbursement, states, in part: 

The 
contract for valuing this delivery is dated June 30, 1986, between K' - 4 - 

K - +  . The price terms, 

. . . Buyer agrees to reimburse seller for a transportation 
charge, F.O.B. Denver City, Texas as set out below: Tariff 
reimbursement of S . i - - i  (1986), SY-7 (1987), S X - Y  (1988) and 

SWEPI improperly utilized a transportation reimbursement of $0.39; the amount 
of the Cortez tariff. 
McElmo Creek Third Partv Meter 74236 - 
The applicable contract for valuing this delivery is the contract dated 
July 12, 1985, between X - 9  SWEPI has failed to 
properly convert the price to the contract stated pressure base of x-4 psia. 

f 1-7 4198%) . . . 



Mr. Lee Hileman 8 

TRANSPORTATION DEDUCTION LIMITATION 

SWEPI has incorrectly taken transportation deductions, exceeding 50 percent o f  
the product's unit value, on ten separate deliveries. As previously 
mentioned, the CDM, Part 647.5.3E.. and 30 CFR 5 206.156(~)(1), state that 
under no circumstances should the transportation cost exceed 50 percent of the 
product's fair market value. 

These price valuation issues all affect the calculation of the SWEPI, Chevron, 
and Total Unit weighted average prices and have resulted in SWEPI underpaying 
royalties by 5827,677.46. 

[ u s  
Federal regulations and instructions from MMS establish the value to be used 
in calculating royalties due from Federal leases. Title 30 CFR 5 206.103 (as 
previously cited), which applies to the period December 1, 1983, through 
February 29, 1988, and 30 CFR 206.152(h) (1988), effective March 1, 1988, 
states, in part, that royalty is due on the ". . . gross proceeds accruing to 
the lessee. . . ." 
Further support is cited in Section I 1 1  of NTL-1, which states, in part: 

. . . Under no circumstances will the royalty value be computed on 
less than the gross proceeds accruing to the operator from the 
sale o f  such leasehold production. Gross proceeds include, but 
are not limited to, tax reimbursements and payments to the 
operator for gathering, measuring, compressing, dehydrating, or 
performing other services necessary to market the production 
. . . . [Emphasis added.] 

(See Exhibit B Schedules.) 

In addition, MMS' position on tax reimbursements has been upheld in court in 
H i  e ar m f he nterior, 723 F.2d 
1488 (10th Cir. 1983). gert. denied, 469 U.S. 821 (1984). 

Furthermore, the CO purchase contracts used to value the deliveries to meters 
74221-501 and 502, aated November 19, 1984, and November 19, 1987, between 
- x  -A, - respectively, state, in part: 

. . . Buyer shall, subject to the condltions hereinafter set 
forth, pay Seller Y! - o f  any additional tax. The term 
"additional tax" shall mean any sales, transaction, occupation, 
service, production. severance, gathering, transmission. 
value-added or excise tax, assessment of fee levied, assessed or 
fixed by governmental authority and taxes o f  a similar nature or 
equivalent in effect (not including income, excess profits, 
capital stock, franchise or general property taxes) in respect of 
or applicable to the carbon dioxide delivered hereunder to Buyer 
in addition to or greater than those, If  any, being levied, 
assessed or fixed on October 1, 1984, and for which Seller may be 
liable, either directly or indirectly, or through any obligation 
to reimburse others. . . . 
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The State's review determined that the contracts used to value the CO, 
deliveries analyzed, contained similar language as that cited above. Detailed 
below are the unique elements o f  the tax reimbursement terms in each o f  the 
contracts as incorporated by the State in its valuation of the deliveries. 

CO PURCHASE CONTKACT USED TO METER DELIVERIES 
VALUE DELI VERIET ! u ! m u u m  
January 1, 1982 74222-5OOA Denver Unit 

k! - H -  

November 1, 1984 74222-502A Wasson ODC 
/ Ct Unit 

November 17, 1984 74222-5028 Wasson ODC 
\/ - 4 Unit 

July 12, 1985 74236-FM2 McElmo Creek 
X -  4 Unit 

March 1 ,  1988 74221-509A South Cross x- 74221 - 5098 Field 

CONTRACT TERMS 
FOR TAX 

BE I MBURSE MENTS 
Y Y - of any 
additional tax as o f  the 
date of the contract. 

x ____y o f  
increased tax after 
1/1/83, and/or x - 4  
x 4 o f  all new 
taxes imposed after 
6/1/84. 

x Y of 
any additional tax 
beginning 3/1/84. 

f 4 of 
any additional tax 
beg i nni ng 311 5/84. 

x + of any 
additional tax beginning 
9/1/87. 

The State has determined that SWEPI is entitled to receive severance tax 
reimbursements on the contracts listed above. This is a result o f  the 
severance taxes on the McElmo Dome Unit production increasing above and beyond 
the base period tax. 
as a result of not including severance tax reimbursements in their royalty 
calculations. 
amount given in the State's preliminary letter o f  570,214.54. 
comes about through revisions to the royalty computation schedules correcting 
addition errors. 

In order to bring royalty payments for the referenced leases into compliance 
with the Federal regulations cited above, NTL-1, the CDM, and lease terns, 
SWEPI is directed to pay the additional royalties due of 5908,631.35 as 

presented on the enclosed computation schedules. 
the address indicated on the enclosed bill, must be made Dayable to the U.L 
Dpoartment o f  the Interior. MMS. and must be rece ived bv the in voice due date. 

Therefore, SWEPI has underpaid royalties by $80,953.89 

The total royalties due per this order is higher than the 
This difference 

(See Revised Exhibit C Schedules.) 

Payment must be mafled t o  
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To insure proper credit to your account, please include with your payment the 
remittance copy of the Bill for Collection and completed Forms HMS-2014 
using adjustment reason codes 9p and a as applicable. Appropriate && 
pavment c h a r m  pursuant to 30 CFR 5 218.102 (1991) will be computed and 
billed to SWEPI upon receipt o f  payment of the additional royalties due. 

Section 109 o f  FOGRMA, promulgated in 30 CFR 6 241.51 (19911, authorizes MMS 
to assess civil penalties for failure or refusal to comply with the 
requirements of FOGRMA or any statute, regulation, rule, order, lease, or 
permit. 
be considered a violation pursuant to 30 CFR 5 241.51(a)(3) and could subject 
you to penalties o f  up to 55.000 per violation per day for each day such 
violation continues. 

Consequently, your failure to comply with the terms o f  this order may 

You have the right to appeal in accordance with the provisions of 30 CFR 290 
(1991). 
appeal must be filed within 30 days from the date of receipt of this letter 
with: 

Any appeal taken wtll be to the Director, MMS, and the notice of 

Mr. David 5 .  Guzy, Chief 
Office of State and Tribal Program Support 

Royalty Compliance Division 
Minerals Management Service 

Denver, Colorado 80225-0165 
P.O. Box 25165, Mail Stop 3601 

The notice of appeal must be accompanied by a written showing, as you deem 
adequate, to justify reversal or modification of this directive. Within the 
same 30-day period, the appellant will be permitted to file additional 
statements of reason or written briefs. With the exception of the time fixed 
for filing a notice of appeal, the time for filing any document in connection 
with an appeal may be extended by the Director, MMS. 
extension of time must be filed within the 30-day period allowed for filing o f  
the appeal document and must be filed with the same office in which the appeal 
document was filed. 

In accordance with the provisions o f  30 CFR 5 243.2 (1991), complfance with 
this order will be suspended upon posting of an adequate surety in the form of 
a bond or letter of credit pending the outcome o f  the appeal. The surety must 
be received at H@ by the invoice due date.. The surety must be in the amount 
of $1,638,000, which includes the principal plus interest that will accrue 
through August 31, 1993. 
periodically, if necessary, to cover any additional interest that may accrue. 
Enclosed are instructions for posting surety including HMS address for mailing 
the surety. 

Any request for an 

Upon request by HMS, the surety will be increased 
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If you should have any questions concerning this matter, please call 
Mr. Mike Santos of the Colorado Department of Revenue at (303) 294-5140, or 
Mr. Patrick Milano of HMS at (303) 969-6659. 

Sincerely, 

Original Slgned 
David S. Guzy 

David S. Guzy, Chief 
Office of State and Tribal 

Program Support 

Enclosures 

Enclosure 1 - 
Exhibit A - Colorado Federal Leases Reviewed 

Enclosure 2 - 

Exhibit 6 - CO, Price Valuation Computation Schedules 

Enclosure 3 - 

Exhibit C - Revised Tax Reimbursements Computation Schedules 

Enclosure 4 - Posting Surety Instructions 

Enclosure 5 - Forms MMS 2014 

S .  Miller. State of Louisiana 
D.  Hoffman, State o f  Montana 
G. Staigle, State of North Dakota 
M. Dunn, State o f  Texas 
J. Fodge, State of Oklahoma 
Area Manager, HAC0 
RCD Chron 
RCD/STP File 
RCDhTP Chron 
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SHELL OIL COMPANY 
BUSINESS PROCESSING 
P. 0. BOX 4655 
HOUSTON, TX 77210-4655 

February 4, 1992 

Mr. F. David Loomis, Manager 
Mineral Audit Section 
Colorado Department of Revenue 
999 Eighteenth Street 
Suite 1025, North Tower 
Denver, CO 80202 

RECEIVED 
FEB 0 6 1992 

SUBJECT: COLORADO DEPARTMENT OF REVENUE 
ROYALTY AUDIT OF FEDERAL LEASES 
MC ELMO DOME UNIT 
DELORES AND MONTEZUMA COUNTIES, COLORADO 

Dear Mr. Loomis: 

Shell Oil Company, on behalf of Shell Western E&P Inc. ("SWEPI"), 
has reviewed your preliminary determination of royalty underpayment 
by SWEPI on federal leases in the McElmo Dome Unit for the audit 
period December 1, 1983 through September 30, 1989. Thank you for 
the extension of the time to respond from January 21, 1992 until 
February 6, 1992. 

Section 2415(a) of Title 28, United States Code, provides for a 
six-year limitations period with respect to federal actions for 
money damages. This statute is applicable to claims for royalty on 
federal leases and begins to run when the royalty was due or paid. 
Phillips Petroleum Co. v .  Manuel Lujan, Secretary of the Department 
of the Interior, (N.D. Okla., October 18, 1989); -Deal docketa, 
No. 90-5122, loth Circuit, June 29, 1990. The filing of the audit 
letter dated July 18, 1990 does not halt the running of the six- 
year statue of limitations. Thus, it will be SWEPI's contention if 
a demand letter for underpayment of royalties is issued with 
respect to the McElmo Dome Unit that the applicable audit period 
cannot extend beyond six years from the date of such demand letter. 

Conservation Division Manual (CDM) S 647.5.3E and the Code of 
Federal Regulations 30 CFR § 206.156(~)(1), state that under no 
circumstances should the transportation cost exceed 50 percent of 
the products' fair market value. SWEPI, in the past, has not 
requested an exception to this regulation and SWEPI concedes this 
statement is correctly applied to this particular audit. However, 
we reserve the right to petition for an exception to this 
regulation. If an exception is granted, it might be retroactively 
applied and we will recoup both principal and interest for all 
affected areas of this audit. 

SWEPI's acquiescence to any of your preliminary findings does not 
preclude us from invoking the six-year statute of limitations or 



requesting an exception to the 50% limitation for transportation 
deduction. 

As a result of SWEPI's review of your preliminary determination 
letter, SWEPI agrees with your findings concerning the South Wasson 
Clearfork In-kind Delivery Meter 74222-509, the McElmo Creek Third 
Party Meter 74236-FM2, the transportation deduction limitation, and 
the royalty on severance tax reimbursements. SWEPI disagrees with 
your determination of royalty underpayments with respect to the 
Denver Unit in-kind delivery meter 74222-5008, and the Wasson ODC 
Unit in-kind delivery meter 74222-502A as follows: 

DENVER UNI T IN-KIND DELIVERY METER 74222 - 5008 
SWEPI disagrees with the contention of the Colorado Department of 
Revenue (CDR) that the applicable price for royalty purposes for 
this in-kind delivery of C02 by SWEPI to the Denver Unit should be 
based on the price established by the January 1, 1982 contract for 

- to the 
Denver Unit. As the CDR recognizes, the January 1, 1982 contract 
was determined by the MMS on September 10, 1984 to be acceptable 
for establishing a value for royalty purposes. 
same reasons that the MMS found the January 1, 1982 contract to be 
an arm's length contract for valuing royalty exist and apply with 
respect to the July 1, 1986 contract for sale of C02 to the Denver 
Unit. In other words, the July 1, 1986 contract is also an arm's- 
length contract negotiated in the same manner as the January 1, 
1982 contract. SWEPI's share of the C02 delivered under the July 
1, 1986 contract should be valued based on the terms of such 
contract. The facts surrounding the implementation of the July 1, 
1986 contract are as follows: Conoco, the second largest working 
interest owner in the Denver Unit, by letter dated November 6, 
1985, requested SWEPI, operator of the Denver Unit, to renegotiate 
the January 1, 1982 contract to permit the Denver Unit working 
interest owners to obtain a more competitive price for C02 than 
currently existed under the January 1, 1982 contract. On January 
23, 1986, SWEPI balloted the Denver Unit working interest owners on 
this matter (Attachment No. 1). The Denver Unit working interest 
owners directed SWEPI to limit C02 purchases under the January 1, 
1982 to the take-or-pay volume ( MCF/d) and to negotiate a 
new sales contract and/or supply in-kind contracts for the required 
CD2 in excess-of _the take-or-pay volume 
31, 1986, developed by Conoco and Texaco on behalf of the Denver 
Unit, was sent by SWEPI, as operator, to potential C02 suppliers 
(Mobil, Amoco, Exxon, ARCO, and SWEPI) (Attachment No. 2). Only 
X % ?  and ' x - Y  submitted bids to supply the Denver Unit. By 
letter dated June 2, 1986, Conoco and Texaco acting as 
administrators of the Denver Unit CO supply proposal, recommended 
that negotiations should be conduct& with respect to 3(--Y- offer 
of May 9, 1986 (Attachment No. 3). Such negotiations resulted in 
the July 1, 1986 contract. 

The federal royalty valuation regulations effective in 1986 
provided that the value of production shall be the estimated 

-- the sale of C02 by x - 4  

We believe that the 

A bid letter dated March 



reasonable value of the product. In the absence of good reason to 
the contrary, value computed on the basis of the highest price per 
MCF paid & product ia in a fair and open market 
for the major portion of like-quality gas produced and sold for the 
field where the leased lands are situated was considered to be 
reasonable value (30 CFR S 206.103 (1985)). The CDR has focused 
its determination solely on the price at which the major portion of 

failed to recognize that the --__I federal regulations also refer-to time 
of production as a factor. The 1982 contract was negotiated at a 
time of high oil prices while the 1986-contract reflected the swift 
decline in oil prices. Such decline in the price of oil reduced 
the number of tertiary recovery projects being implemented and thus 
reduced the demand for C02. As a result, the value of C02 was much 
less in 1986 than in 1982. The major portion of the gas sold in 
1986 was on the same terms as those that X-4 based its in-kind 
deliveries. 

In March 1988, when the federal royalty valuation regulations were 
revised, SWEPI's valuation of its in-kind deliveries remained 
proper. If the 1986 contract was recognized as an arm's-length 
contract, the value of the gas would be the gross proceeds accruing 
to the lessee. This is the value at which all other suppliers of 
C02 to the Denver Unit would be entitled to use for royalty 
purposes. If the in-kind deliveries by SWEPI are considered as 
disposition of gas other than by arm's-length contract, the gross 
proceeds accruing to the lessee are still the value of the gas for 
royalty purposes, provided such gross proceeds are equivalent to 
gross proceeds paid under comparable arm's-length contracts for 
sales of like quality gas in the same field. Again, one of the 
factors to be considered in evaluating the comparability of such 
contracts is the time of execution of the contract. The sale of 
C02 by X -+ to the Denver Unit in 1986 is the comparable arm's- 
length contract for determination of the value of in-kind 
deliveries. Therefore, SWEPI's determination of royalty due is 
correct. 

kh!s ef 

the C02 is sold to the Denver Unit. In so doins. the-C DBA&S 

WASSON ODC IN-KIND DELIVERY METER 74222-502A 

SWEPI disagrees with the contention of the CDR that SWEPI's in-kind 
dellveries to the Wasson ODC Unit should have been valued on the 
basis of the -3 contract that accounted for nearly 63 percent of 
the unit's Co2 requirement. 

The CDR has focused solely on the price at which the major portions 
of the co2 were sold in making its determination that such price 
constitutes the reasonable value of the C02 for in-kind deliveries. 

SWEPI entered into an arm's length contract with 

Dome Unit at a commodity price of X - 4 per MCF to be adjusted 
quarterly based an crude oil postings of various producers in the 
Wasson Field. Contemporaneously with such arm's-length contract, 
SWEPI entered into an in-kind contract with x - 7  with respect to 

2 - Y - 
.c- 7 , dated November 17, 1984, to sell C02 from the McElmo 



its x - .y percent interest in the Wasson ODC Unit. SWEPI 
considered the reasonable value of such in-kind delivery to be the 
arm's length price that it had simultaneously negotiated for the 
sale of co, to .L - +-. The C02  sold to C y was used 
by 
Subsequently in 1989 ,  SWEPI entered into a new in-kind delivery 
contract with X-+t for the Wasson ODC Unit and SWEPI valued its 
share of C o  at the -4 contract price since such contract was 
the comparagle arm's-length contract in effect at the time of 
execution of the in-kind delivery contract. 

The federal royalty valuation regulations provide that value 
computed on the basis of the highest price per MCF paid at the time 
of production in a fair and open market for the majority of the 
like quality gas produced and sold from the field when the federal 
leases are located will be considered to be reasonable value ( 3 0  

The November 1 7 ,  1984 contract price with-)( - Y- was arrived 
at in a fair and open market. The C02 sold to Y--+ was 
produced and sold from the McElmo Dome Unit and was the same C02 as 
was being delivered by SWEPI pursuant to its in-kind deliveries. 
SWEPI contends that the Y + contract was a reasonable price 
for royalty purposes under the circumstances. 

Based on the preceding comments SWEPI respectfully requests the CDR 
to revise its preliminary determination of underpaid royalties at 
the McElmo Dome Unit federal leases accordingly. 
Please direct all correspondence or inquiries to: 

------+ as its in-kind delivery to the Wasson ODC Unit. 

CFR § 206 .103  ( 1 9 8 5 ) ) .  

Shell oil Company 
ATTN: Lee Hileman 
Room 2150A, Smith Bldg 
P. 0. BOX 4655 
Houston, TX 77210-4655 
(713) 241-9026 

We would appreciate your reply to the above disputed items by March 
15, 1992. 

Very truly yours, 

a: T. W. Fales, Manager 
Production Processing - East 
Business Processing 
On behalf of Shell Western E&P Inc. 

WGR/RLH:NC 




